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^he  object  of  the  Commonwealth  Club  shall  be  to  investigate 
and  discuss  problems  affecting  the  welfare  of  the  Common- 
wealth, and  to  aid  in  their  solution.— Article  II,  Constitution. 

^he  Commonwealth  Club  shall  maintain  itself  in  an  impartial 
position  as  an  open  forum  for  the  discussion  of  disputed  ques- 
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BANKING  AND  CURRENCY  REFORM 

At  the  Commonwealth  Club  luncheon  of  Saturday,  January  13,  1912,  the  following  address  was 
delivered  by  F.  L.  Lipman,  a member  of  the  Club  and  vice  president  of  the  Wells  Fargo  Nevada 
National  Bank  of  San  Francisco: 


Every  few  years  this  country  is  visited  by  a 
money  panic;  the  banking  system  breaks  down; 
business  is  paralyzed.  The  consequent  loss,  di- 
rect  and  indirect,  is  enormous.  Other  countries 
seem  to  avoid  these  experiences,  so  w^e  can  not 
regard  them  as  inevitable. 

Our  system  has  always  been  criticized,  but 
until  recently  the  question  has  been  complicated 
by  the  presence  of  other  factors,  such  as  the 
prevalence  of  loose  and  ignorant  methods  of 
banking  and  credit,  a demand  for  the  govern- 
ment to  print  greenbacks  or  to  coin  silver  at 
double  its  market  value.  Now,  however,  with 
our  banks  carefully  and  conservatively  managed 
and  supervised,  with  the  fallacy  of  cheap  money 
exposed,  with  every  dollar  as  good  as  every 
other  dollar,  with  established  credit,  both  public 
and  private,  we  find  the  money  panic  still  recur- 
ring, our  system  working  efficiently  only  in  fair 
weather.  What  is  wrong?  In  considering  this 
question,  we  shall  briefly  sketch  the  banking  ex- 
perience of  this  country,  then  dwell  for  a mo- 
ment upon  the  need  of  reaching  a solution  of  the 
problem  in  time  of  financial  peace;  note  the  dis- 
tinction between  the  readjustment  known  as 
commercial  crisis  and  the  money  panic,  then 
examine  the  conditions  present  in  our  banking 
and  currency  which  make  possible  the  panic, 
refer  to  the  methods  of  other  countries,  and 
inquire  whether  the  proposals  of  Chairman  Aid- 
rich  of  the  Monetary  Commission  appear  to  offer 
a solution. 

Since  the  foundation  of  the  Republic  discus- 


sion of  questions  of  money  and  banking  has 
been  perennial.  Long  before  that  time  the  col- 
onies had  experimented  with,  and  suffered  the 
effects  of,  their  various  issues  of  bills  of 
credit,  and  during  the  Revolutionary  War  a 
weak  and  harassed  government  sought  to 
pay  its  expenses  by  putting  forth  those  no- 
torious promises  to  pay  w'hich  gave  rise  to  the  ex- 
pressive phrase  “Not  worth  a continental,”  These 
issues  were  fresh  in  the  minds  of  the  fathers  of 
our  country  when  Alexander  Hamilton  made  his 
report  on  a bank  of  the  United  States.  His 
proposals  were  accepted,  and  they  proved  to 
have  been  planned  upon  such  sound  principles 
that  the  country  enjoyed,  during  the  life  of  the 
first  United  States  bank,  1791-1811,  a period  of 
financial  peace,  a peace  so  profound  that  it  is 
difficult  today  to  find  a record  of  the  activities 
of  that  bank.  Happy  indeed  is  the  country  that 
has  no  history!  When  the  bank  did  not  succeed 
in  obtaining  from  Congress  a renewal  of  its 
charter,  it  peacefully  wound  up  its  affairs,  paid 
off  its  depositors,  settled  satisfactorily  with  its 
stockholders,  and  went  out  of  existence;  but 
the  country  entered  anew  upon  a period  of  chaos 
and  confusion.  Wildcat  banks  sprang  into  ex- 
istence to  carry  on  poorly  or  with  difficulty  those 
functions  which  the  United  States  Bank  had 
fulfilled  easily  and  well.  At  first  these  evils 
were  hidden  under  excitements  and  problems 
due  to  the  War  of  1812;  but  after  Jackson  had 
won  his  battle  at  New  Orleans,  the  banking 
question  intruded  itself  again  into  prominence, 
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and  the  great  political  leaders  who  had  refused 
to  sanction  a renewal  of  the  first  bank's  charter, 
went  into  council  to  establish  a second  bank  of 
the  United  States.  This  w'as  accomplished  in 
1816.  But  the  country  had  ceased  to  be  readily 
adaptable  to  the  needs  and  discipline  of  sound 
banking  principles.  The  people  and  their  busi- 
ness customs  had  deteriorated;  loose  banking 
had  brought  in  easy  credit  which  meant  financial 
weakness  and  uncertainty;  dangerous  practices 
had  grown  up;  unwarranted  expansion  had  taken 
place.  For  all  these  sins  a day  of  reckoning 
was  inevitable,  but  the  crisis  and  panic  which 
occurred  in  1818  were  doubtless  precipitated  by 
the  restrictive  influence  of  the  second  bank  of 
the  United  States.  By  1821  the  business  of  the 
country  had  adjusted  itself  to  sounder  principles, 
and  from  that  time  on,  banking  and  financial 
matters  ran  smoothly,  the  country  w’as  well 
served,  and  there  is  little  of  interest  to  note  until 
the  close  of  the  bank’s  charter.  Soon  after  1830, 
Jackson  began  his  famous  attack  upon  the  bank. 
When,  in  due  lime,  the  charter  expired  without 
renewal,  this  bank  in  turn  peacefully  wound  up 
its  affairs,  settled  w'ith  its  depositors  and  with 
its  shareholders.  We  may  vividly  remember  the 
trouble  that  followed.  Of  the  new  banks  that 
then  were  born  many  lived  only  for  a short  pe- 
riod, until  the  panic  of  1837.  Experience  had 
taught  the  advisability  of  a central  bank,  and 
again  the  formation  of  such  an  institution  was 
discussed.  The  measure  was  even  carried  through 
Congress,  and  w'ould  have  been  signed  had  Pres- 
ident Harrison  lived,  but  unfortunately  he  died 
after  his  first  few  weeks  in  office,  and  his  suc- 
cessor, Tyler,  vetoed  the  bill.  Finally,  after 
much  debate  in  which  the  relations  of  the  gov- 
ernment as  a business  organization  were  made 
prominent,  a compromise  was  effected  through 
the  establishment  of  the  independent  treasury 
system,  a measure  which  did  indeed  keep  the 
government  funds  safe  from  the  dangers  of  un- 
restricted private  banking,  but  left  these  dangers 
in  existence  for  the  continued  chastening  of  a 
long-suffering  people. 

Thence  on  to  the  time  of  the  Civil  War,  with 
a few  exceptions,  as  in  New  England,  New  York 
and  Indiana,  the  banking  situation  throughout 
the  country  w*as  very  bad  and  the  currency  cir- 
culation even  worse.  The  government’s  neces- 
sities during  the  Civil  War  resulted  in  estab- 
lishing the  national  banking  system,  intended 
primarily  to  promote  the  absorption  of  govern- 
ment bonds,  incidentally  to  give  the  public  safe 


banking  facilities.  This  system  did  produce  noted 
improvements,  mainly,  security  to  depositors  and 
noteholders  and  uniformity  in  banking  and  cur- 
rency. These  were  great  advances  from  the 

Wildcat”  and  “Red  Dog”  days;  but  the  system 
was  inflexible,  did  not  respond  to  the  fluctuations 
of  business  requirements,  and  was  sufficient  only 
in  normal  times.  Therefore,  we  find,  when  the 
first  great  pressure  was  encountered  in  1873,  it 
broke  down  utterly,  a money  panic  descended 
upon  the  country,  the  banks  were  unable  to 
meet  their  obligations  and  credit  was  destroyed. 
Again  in  1893  and  in  1907,  this  was  repeated,  and 
today  every  banker  and  every  business  man 
knows  that  under  the  existing  system  we  shall 
have  to  go  through  the  same  experience  when- 
ever, through  crisis  or  otherwise,  a considerable 
portion  of  the  community  calls  simultaneously 
upon  the  banks  for  cash  in  payment  of  their 
deposits. 

From  each  of  these  panics  the  public  apparently 
drew  the  inference  that  what  was  needed  was  more 
currency.  After  1873,  came  the  great  movement 
favoring  the  issue  by  the  government  of  quanti- 
ties of  paper  money— greenbacks.  After  1893, 
the  memorable  agitation  for  free  silver  took  on 
new  life.  Following  the  panic  of  1907,  we  heard 
much  of  the  advantage  of  an  elastic  currency. 
Doubtless  the  movement  for  greenbacks  and  for 
free  silver  were,  in  the  last  analysis,  based  upon 
the  desire  of  the  individual  for  more  money,  and 
the  consequent  idea  that,  if  cheap  money  were 
printed  or  were  coined  from  cheap  metal,  in  the 
resulting  abundance  each  one  would  have  a share. 
The  fallacy  is  obvious.  Elastic  currency,  how- 
ever, is  advocated  by  a different  class  in  the 
community.  Experienced  business  men,  and 
bankers  as  well  as  theorists  have  observed  that, 
while  during  the  spring  and  early  summer  of 
each  year  bank  funds  are  abundant  and  easily 
obtained,  there  is  hardly  enough  to  go  around 
in  the  autumn  when  the  crop  demands  are  felt; 
they  have  seen  that  in  the  periodical  crisis,  al- 
though banks  and  bank  credits  on  the  whole  may 
be  as  sound  as  ever,  depositors  become  panic- 
stricken  and  the  money  and  banking  system  fail 
to  meet  their  unreasonable  demands.  They  have 
the  feeling,  therefore,  that  some  means  should 
be  devised  by  which  the  sound  credit  of  the 
community  may  be  made  available  for  a tempo- 
rary circulation  during  such  periods.  Experience 
shows  that  these  advantages  may  be  realized. 
They  are  secured  abroad,  and  there  seems  to  be 
no  fundamental  reason  why  we  in  this  country 
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should  not  seek  out  and  adopt  measures  to  the 
same  end. 

But,  it  may  be  asked,  why  agitate  thus  sub- 
ject now?  When  one  looks  around  him  at  the 
business  activities  of  the  country  today,  observ- 
ing the  great  problems  in  process  of  solution, 
the  efforts  tow^ard  adjustment  of  the  needs  of 
efficient  business  organization  on  the  one  hand 
to  the  rights  and  freedom  of  citizens  on  the  other, 
the  bitter  attacks  and  charges  by  representatives 
of  one  side  or  the  other,  the  consequent  hesita- 
tion of  established  industry,  and  the  unwilling- 
ness of  capital  to  enter  upon  new  fields,  the  lack 
of  confidence  and  the  doubts  which  permeate  all 
classes  of  the  community;  when  he  sees  that  in 
the  midst  of  these  perplexities  no  serious  finan- 
cial problems  arise — that  the  farmer,  merchant 
and  manufacturer  pursue  their  activity  without 
hindrance;  commodities  are  manufactured,  trans- 
ported and  sold  and  necessary  payment  made, 
all  without  difficulty  or  delay;  when  he  notices, 
in  a word,  how  quietly  and  easily  banks  are 
performing  their  functions — he  may  wonder,  per- 
haps, at  the  persistence  of  those  who  insist  upon 
agitating  money  and  money  questions.  We  are 
sailing  along  very  smoothly  now.  Credit  stands 
high,  the  banks  are  sound  and  are  believed  to  be 
sound,  every  proper  demand  for  bank  loans  is 
met,  funds  have  been  supplied  for  handling  the 
season’s  harvest  without  any  strain  and  with 
scarcely  a noticeable  hardening  of  interest  rates. 
But,  underlying  it  all,  we  have  potentially  the 
same  conditions  that  manifested  themselves  in 
1907,  1893  and  1873.  Everyone  knows  as  a fact, 
that  in  all  the  country,  in  and  out  of  the  banks, 
there  is  not  sufficient  money — that  is.  gold,  silver 
and  other  media  of  exchange — to  pay  depositors, 
should  there  be  a general  call  for  cash  for  hoard- 
ing, for  withdrawal  from  circulation.  Even  now, 
should  anything  occur  to  check  confidence, 
should  bank  reserves  begin  to  dwindle,  we  could 
expect  again  to  see  frightened  depositors  stand- 
ing in  line  calling  upon  the  banks  to  do  the  im- 
possible. If  other  countries  avoid  these  panics, 
we  should  also  be  able  to  work  out  the  problem. 
If  we  are  to  do  so  it  must  needs  be  during  peace- 
ful times  when  no  emergency  appears  to  be  close 
at  hand.  This  seems  plain  enough  and  will  con- 
stitute a valid  reason  for  our  giving  the  subject 
earnest  and  serious  consideration  now,  believing 
that  we  ought  to  possess  sufficient  intelligence 
to  diagnose  the  disease  and  to  adopt  and  apply 
the  remedy. 

But  let  us  emphasize  the  distinction  between 


a money  panic  and  a commercial  crisis.  During 
periods  of  business  activity,  when  men  are 
sanguine,  when  capital  is  rapidly  going  out  into 
new  enterprises,  there  is  a constant  tendency  to 
accelerate  the  motion,  over-expansion  takes  place, 
liquid  capital  is  converted  on  a large  scale  into 
fixed  capital.  The  ease  of  doing  business  permits 
the  incompetent  to  obtain  a foothold,  men  grow 
careless,  errors  of  judgment  become  common, 
and  so  the  business  structure  is  gradually  honey- 
combed with  weak  spots.  Capital  is  locked  up 
in  enterprises  that  can  not  prove  productive  until 
after  long  periods,  if  ever.  In  each  particular 
case  there  must  come  a readjustment,  and  when 
such  conditions  are  general,  some  will  be  unable 
to  carry  out  their  contracts,  and  those  who  are 
dependent  upon  their  doing  so  will  find  them- 
selves in  turn  required  to  break  their  own  en- 
gagements. The  result  is  a general  loss  of  con- 
fidence. Then  everyone  tends  to  examine  his 
business  relations  with  greater  strictness,  and  to 
require  more  express  compliance  with  his  con- 
tracts. Weak  enterprises  can  not  stand  the  strain 
and  default  becomes  common.  This  is  the  char- 
acteristic commercial  crisis.  It  is  followed  by 
a slowing  down  of  industry  and  a final  state  of 
depression  which  must  last  until  liquidation  is 
reasonably  complete.  When  conditions  are  ripe 
the  crisis  can  not  be  avoided,  and  we  shall  prob- 
ably find  the  experience  recurring  over  and  over 
again.  It  occurs  in  all  parts  of  the  civilized 
world,  and  as  it  comes  with  a sort  of  periodicity 
it  may  follow  some  natural  law  of  expansion  and 
depression.  Nor  can  w^e  view  the  process  as 
altogether  undesirable;  only  thus  can  the  specu- 
lative instinct  be  kept  measurably  in  check;  only 
thus  can  prudence  and  conservatism  make  their 
influence  felt.  Although  these  commercial  crises 
must  be  expected  in  the  future,  as  in  the  past, 
their  effects  should  properly  be  confined  to  the 
delinquents,  to  those  who  have  broken  economic 
laws  or  exercised  poor  judgment  or  who,  for  one 
reason  or  another,  are  responsible  severally  for 
the  prevailing  conditions  of  economic  failure  or 
disappointment.  There  is  no  good  reason  why 
the  whole  community  should  be  penalized,  that 
all  men,  whatever  their  occupation,  whatever  their 
past  actions,  w'ith  or  without  relation  to  specu- 
lative activities,  should  suffer  for  want  of  ready 
means  to  carry  on  their  own  affairs;  that  mis- 
judgment  in  tying  up  capital  should  result  in 
impossible  requirements  upon  the  circulating 
medium.  This  is  just  what  happens  when  a 
money  panic  is  added  to  a commercial  crisis.  In 
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Europe,  as  elsewhere,  they  have  their  crises,  but 
these  are  unaccompanied  by  money  panics. 
Europe  surely  has  no  fundamental  advantage 
over  this  country  in  wealth  or  in  the  average 
intelligence  of  business  men.  Their  superiority 
in  these  matters  can  not  be  fully  explained  by 
the  fact  that  they  are  made  up  of  older  estab- 
lished communities.  Apparently  we  are  forced 
to  conclude  that  they  must  have  sounder  methods, 
a better  system. 

In  what  respects  do  we  appear  to  be  deficient? 

1st.  In  our  money  circulation,  where  we  have 
no  provision  for  variation  in  the  requirements 
of  the  country. 

2nd.  In  our  cash  reserves,  which  are  the  touch- 
stone of  credit,  where  w’e  have  no  common  reser- 
voir. 

3rd.  In  the  power  of  our  banks  to  lend,  where 
there  is  little  elasticity  and  w'here  we  have  al- 
ternately a feast  and  a famine. 

Examining  these  in  order  we  have,  first,  the 
question  of  our  money  circulation,  its  lack  of 
response  to  fluctuating  needs.  Thus  we  have  our 
autumn  requirements  for  funds  with  which  to 
move  the  crops.  At  that  season  of  the  year  the 
banking  institutions  at  reserve  centers  are  called 
upon  to  ship  large  amounts  of  money  to  the 
country  districts  for  use  in  paying  local  wages 
and  other  costs  of  handling  the  maturing  crops. 
Since  the  crops  become  ready  for  marketing  at 
about  the  same  time  in  most  parts  of  the  United 
States,  these  needs  for  additional  amounts  of 
money  are  very  large.  The  New  York  banks 
must  meet  the  greater  part  of  this  demand.  To 
do  this  they  must  curtail  their  loans  to  the  ex- 
tent of  four  times  the  amount  of  the  cash  shipped 
3Ut.  This  often  entails  a hardship  on  other  busi- 
less,  upon  merchants  and  manufacturers  who 
-equire  the  use  of  bank  funds  at  this  as  well  as 
It  other  seasons  of  the  year.  After  the  crops 
ire  harvested,  during  the  winter  months  the  cir- 
:ulation  gradually  drains  back  to  the  financial 
!enters.  From  early  spring  to  early  summer 
here  is  usually  a redundant  supply  of  money  in 
he  New  York  banks,  and  the  rate  of  interest 
alls  through  the  efforts  of  the  banks  to  employ 
heir  funds  profitably.  The  principal  source  of 
lemand  for  bank  loans  which  remains  open  at 
his  time  comes  from  the  Stock  Exchange  where 
peculation  is  induced  by  a low  rate  of  interest  on 
torrowed  funds.  The  surplus  money  of  the  coun- 
ry  thus  goes  into  Wall  Street  where  it  remains 
or  several  months.  It  is  no  reflection  upon  the 
egitimate  functions  of  the  Stock  Exchange  to 


say  that,  as  a rule,  the  excessive  supplies  of  cash 
capital  tend  only  to  interfere  with  such  functions 
and  injure  rather  than  aid  the  business  and  de- 
velopment of  the  country.  So  we  see  that  even 
during  the  normal  year  the  fluctuation  in  demand 
for  currency  is  very  great,  so  great  as  to  result 
ordinarily  in  a problem  at  each  extreme,  an  im- 
portunate demand  confronting  an  inadequate  sup- 
ply, and  an  excessive  supply  bearing  no  relation 
to  legitimate  demand.  When  in  the  course  of 
every  tenth  year  or  so  we  encounter  the  commer- 
cial crisis,  the  demand  for  money  circulation  is 
still  greater.  This  is  natural,  even  without  a 
money  panic;  for  the  crisis,  in  temporarily  check- 
ing credit,  throws  an  additional  burden  upon 
money  circulation  as  means  of  payment  for  cur- 
rent transactions. 

Most  men  come  into  contact  with  these  condi- 
tions only  on  one  side.  They  apply  for  loans 
I that  can  not  be  granted  because  of  deficient  cash 
reserves,  or  for  cash  in  a panic,  and  find  them- 
selves restricted.  Hence,  in  the  common  view, 
the  idea  of  elasticity  is  associated  with  the  need 
of  expansion  only.  Few  besides  bankers  are  con- 
fronted with  the  problem  of  managing  redundant 
supplies  of  money,  of  handling  them  with  econ- 
omy and  advantage,  of  saving  them  from  specula- 
tive uses,  of  protecting  them  for  the  future  sea- 
sonal demand.  Hence  the  opposite  side  of  an 
elasticity  program,  contraction,  is  often  over- 
looked. But,  obviously,  expansion  must  be  fol- 
lowed in  due  course  by  contraction,  and,  in  the 
nature  of  the  case,  the  two  contrary  movements 
must  alternate.  Otherwise,  we  should  have  con- 
tinued addition  to  the  monetary  volume,  diluting 
that  volume  in  strength,  and  debasing  the  circu- 
lation, with  all  that  that  implies.  So  it  is  evident 
that  any  scheme  proposing  to  provide  elasticity 
must  care  for  contraction  when  the  demand 
abates. 

Turning  now  to  means  of  obtaining  elasticity, 
it  is  evident  that  the  basic  metal,  gold,  can  not 
be  easily  altered  in  its  volume;  that  its  produc- 
tion from  the  mines  is  due  to  causes  only  re- 
motely affected  by  changes  in  its  demand  as  a 
money  metal.  In  short  periods  of  time  (weeks 
or  months)  the  volume  will  be  altered  chiefly 
through  exports  to  and  imports  from  foreign 
countries.  Such  international  shipments  of  gold 
are  often  successfully  resisted  by  foreign  coun- 
tries, and  even  when  at  their  largest  are  small  in 
proportion  to  our  stock  of  gold  or  to  money  needs. 
We  must  turn  then,  to  some  form  of  credit  instru- 
ment that  may  be  made  responsive  to  the  fluctu- 
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ating  demand  of  business,  that  will  be  brought  into 
being  when  needed  and  cancelled  out  of  existence 
when  no  longer  required.  Such  instruments  must  be 
known  to  be  so  absolutely  good  and  redemption 
in  gold  must  be  so  readily  obtainable  and  at  such 
nearby  points  that  the  banks  would  freely  re- 
ceive them,  exchange  them  for  gold,  and  in  short 
treat  them  as  money.  They  should  in  fact  be 
preferred  to  gold,  except  where  one  happened  to 
have  a definite  use  for  the  metal  itself  instead  of 
for  mere  purchasing  power. 

The  conditions  to  be  met  then  are: 

1st.  Absolute  safety. 

2nd.  Promptness  and  ease  of  issue  and  of  sub- 
sequent redemption. 

3rd.  Issue  and  redemption  should  correspond 
to  the  varying  need  of  legitimate  business. 

The  existing  national  bank  notes  possess  the 
first  requirement  without  the  second  and  third. 
Unsecured  issues  by  the  banks  throughout  the 
country  (“Assets  Currency”)  might  possess  the 
second  and  third  without  the  first.  Government 
issues  would  meet  the  first  and  second,  but  not 
the  third.  In  the  civilized  world  today  we  have 
two  great  systems  that  cover  the  whole  ground, 
viz.,  the  Scotch  and  Canadian  Banks,  and  the 
typical  Central  Bank.  The  former  consists  of  a 
limited  number  of  great  banks  with  numerous 
branches.  It  is  the  acme  of  centralized  banking, 
giving  the  control  of  local  financial  affairs  to  a 
distant  bank  management  not  fully  informed  as 
to  local  needs  nor  in  sympathy  w’ith  them.  The 
so-called  Central  Bank,  on  the  contrary,  is  sim- 
ply a reservoir  containing  the  supplies  for  use 
of  the  business  public,  through  their  own  inde- 
pendent and  locally  owned  banking  institutions. 
The  Bank  of  France,  for  instance,  issues  a vol- 
ume of  circulating  notes  now  limited  to  about  six 
billion  francs,  (Note:  In  1906,  f.  5,800,000,000.) 

redeemable  on  demand  at  its  numerous  branches, 
and  receivable  everywhere  in  the  republic,  just 
as  we  receive  and  handle  our  circulating  notes 
or  any  kind  of  money.  But  the  Bank  of  France 
notes  are  true  credit  instruments,  though  just 
as  secure  as  the  warehouse  receipts  that  we  call 
United  States  gold  certificates.  The  underlying 
security  of  the  Bank  of  France  notes  consists 
of,  first,  an  adequate  gold  reserve,  and,  second, 
prime  commercial  bills,  that  is  to  say,  bills  of  ex- 
change, acceptances,  etc.,  maturing  within  a very 
short  period  of  time,  the  average  being  about 
twenty-one  days,  and  bearing  at  least  three  re- 
sponsible signatures.  In  general  the  same  may 
be  said  of  the  notes  of  the  Imperial  Bank  of 


Germany.  There  has  never  been  a question  as 
to  the  standing  of  the  issues  of  either  bank.  In 
both  countries  the  people  are  served  with  a se- 
cure and  flexible  medium  of  exchange  w'hich  re- 
sponds as  faithfully  to  the  extremities  of  over- 
activity and  depression  as  to  the  ordinary  con- 
ditions of  normal  business.  So  much  for  an 
elastic  circulation. 

The  second  deficiency  in  this  country  is  in  the 
lack  of  a centralized  cash  reserve,  a common 
reservoir  of  the  circulating  medium  established 
for  the  general  maintenance  of  cash  payments. 
At  the  present  time  we  suffer  from  an  extreme 
of  individualism  in  this  respect.  Every  banking 
institution,  small  or  great,  keeps  on  hand  an 
amount  of  cash  estimated  to  be  sufficient  for  the 
use  of  its  customers,  and  ordinarily  has  no  way 
of  increasing  or  replacing  it  except  by  drawing 
upon  the  reserves  of  other  banks  which  are  in  a 
similar  situation. 

Mr.  Paul  M.  Warburg  of  Kuhn,  Loeb  & Co., 
New  York,  in  a very  able  paper  delivered  last 
year,  likens  the  condition  of  our  reserves  to  the 
arrangements  supposed  to  be  made  for  the  water 
supply  of  a Turkish  village.  Here,  in  anticipa- 
tion of  the  possibility  of  fire,  the  town  author- 
ities provide  that  each  dwelling  shall  hold  its 
own  bucket  of  water;  when  the  conflagration 
starts,  the  first  house  succumbs  to  the  flames 
through  the  obvious  insufficiency  of  the  single 
bucket;  help  can  not  be  gotten  from  the  other 
houses,  for  each  one  foresees  its  individual  need 
of  its  individual  supply,  and  so  the  houses  suc- 
cessively burn  down.  Mr.  Warburg  says  that  the 
figure  can  be  extended  to  the  assumption  that 
in  a house  of  three  stories,  the  owner  would  be 
required  to  use  one-third  of  his  bucket  for  each 
floor.  All  this  seems  absurd,  even  for  barbarians. 
But,  as  Mr.  Warburg  points  out,  it  is  no  less  so 
than  a banking  system  which  requires  each  bank 
to  keep  its  own  supply  of  the  circulating  medium, 
under  conditions  necessitating  the  individual 
banks  to  cling  more  closely  to  their  own  little 
stores,  the  greater  the  hazard  of  financial  conflagra- 
tion. In  the  recent  panic  of  1907  this  was  ivell 
exemplified.  The  psychological  phenomenon  of 
panic  was  first  confined  to  New  York  City,  but 
immediately  when  it  was  known  that  New  York 
was  suffering,  the  banks  throughout  the  country 
sought  each  to  call  home  its  balances.  It  was 
impossible  for  the  New  York  banks  to  comply, 
and  they  had  to  do  the  best  they  could,  refusing 
some,  restricting  others.  Frightened  at  their  in- 
ability to  obtain  more  gold,  the  interior  banks 
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began  to  restrict  their  own  depositors,  and  so 
created  a condition  of  panic  which  soon  spread 
all  over  the  country.  There  was  just  as  much 
money  in  the  country  in  November,  1907,  as  there 
had  been  in  September — more,  perhaps;  there  was 
just  as  much  ground  for  sound  credits;  there  was 
no  greater  need  for  money  to  be  used  for  any 
legitimate  purpose,  and  yet  the  country  was 
prostrated,  credit  dethroned,  and  the  banking 
system  broken  down.  Bank  depositors  called 
for  money  for  the  purpose  of  hoarding  it  in 
safety  deposit  vaults;  banks  called  upon  each 
other  for  their  balances  for  the  purpose  of  hoard- 
ing in  their  own  vaults;  business  men  clamored 
for  immediate  funds  to  meet  needs  which,  nor- 
mally, would  have  been  distributed  over  weeks 
and  months.  There  did  not  seem  to  be  a real 
apprehension  that  the  banks  were  not  sound;  con- 
fidence in  their  ultimate  credit  appeared  to  be, 
to  a large  extent,  unimpaired.  Indeed,  in  San 
Francisco  there  was  reliable  evidence  that  people 
were  hoarding  clearing  house  scrip  issued  on  the 
:redit  of  the  banks,  and  doubtless  this  was  done 
elsewhere  as  well.  What  was  the  matter? 
Merely  this,  knowing  that  the  stock  of  money  in 
he  country  was  practically  fixed,  that  the  de- 
nands  from  others  were  enormous,  each  indi- 
vidual and  each  bank  sought  to  lay  his  and  its 
lands  upon  all  the  cash  obtainable,  through  a 
iesire  to  get  in  in  time  before  the  supply  should 
)ecome  exhausted.  The  banks  at  the  time  held 
rash  to  the  extent  of  9 or  10  per  cent  of  their 
leposits,  a bare  legal  reserve  on  the  average, 
iach  one  strove  to  keep  his  bucket  of  water  in 
he  threatened  conflagration,  and  the  houses 
mrned  down.  When  banks  think  their  safety 
s threatened  through  extraordinary  demands  of 
lepositors  for  more  than  their  reasonable  share 
*f  the  stock  of  the  medium  of  exchange,  they  are 
ikely  to  become  frightened  beyond  any  other 
■ortion  of  the  business  community;  they  are 
. pt  to  cling  to  their  cash  reserves,  refuse  new 
• iscounts,  restrict  depositors,  and  work  them- 
: elves  into  a mad  scramble  for  all  the  cash  upon 
■ /hich  they  can  lay  their  hands.  This  attitude 
ii  quite  natural  and  inevitable  as  long  as  there 
i>  a definitely  limited  stock  of  circulating  me- 
i ium  amounting  to  only  a small  fraction  of  the 
1 abilities  for  which  the  banks  may  be  called  upon 
1 3 pay  out  money  on  demand.  Where  a cen- 
t -al  bank  exists,  on  the  other  hand,  it  has  a 
< ifferent  duty.  It  is  not  primarily  a money  mak- 
i ig  institution.  In  times  of  safety,  it  is  willing 
t 3 hold  large  stocks  of  unproductive  money  for 


use  when  stress  comes,  and  in  a crisis  to  follow 
the  accepted  maxim  of  discounting  freely,  though 
at  high  rates.  In  1907  the  stock  of  gold  in  the 
United  States  was  by  far  the  largest  carried  by 
any  country  in  the  world,  the  United  States  treas- 
ury alone  holding  something  in  the  neighborhood 
of  $1,000, 0(K),000.  At  that  time  the  Bank  of  Eng- 
land possessed  a cash  reserve  of  about  $150,000,- 
000,  Yet  this  country  called  upon  London  and 
secured  from  there  something  like  125  million 
in  gold.  How  was  it  furnished?  The  Bank  of 
England  raised  its  rate  successively  to  a maxi- 
mum of  7 per  cent.  Money  flowed  to  London 
from  all  parts  of  the  world,  replacing  the  gold 
shipped  to  America  and  the  inconvenience  to 
the  London  markets  was  comparatively  slight. 

Now,  suppose  that  from  our  immense  stores  of 
gold,  a central  cash  reserve  were  created,  a re- 
serve of  impressive  magnitude,  extremely  large 
in  comparison  with  any  reasonable  demand;  sup- 
pose, furthermore,  to  this  gold  reserve  were 
added  a provision  for  an  elastic  credit  circulation 
of  undoubted  security,  that  could  be  extended 
in  case  of  need  to  practically  any  demand;  sup- 
pose, also,  that  this  central  reserve  w^ere  open 
to  the  demands  of  any  solvent  bank  possessing 
the  proper  collateral,  would  it  not  be  evident  to 
all  that  it  would  be  needless  for  depositors  to 
draw  upon  the  banks  for  the  purpose  of  hoarding 
money,  with  all  the  risks  so  entailed?  Would 
it  not  be  evident,  that  the  banks  of  the  coun- 
try on  their  part,  would  have  no  need  of  going 
to  the  trouble  and  expense  of  hoarding  unusually 
large  sums  in  their  vaults?  Aside  from  normal 
fluctuation,  no  depositor  desires  his  money,  if 
he  is  sure  he  can  get  it  now  and  hereafter.  Only 
in  case  of  dwindling  cash  reserve  does  he  begin 
to  fear  its  exhaustion,  and  to  desire  to  provide 
for  that  event,  by  hiding  money  away  for  his  own 
use.  What  the  business  community  wants,  what 
individuals  require,  is  not  a hoard  of  coin  or  the 
possession  of  paper,  but  to  know  that  the  pur- 
chasing power  which  they  own  and  have  en- 
trusted to  the  banks  for  safety  and  convenience 
will  be  ready  for  their  use  when  required. 
Satisfy  them  on  this  point,  and  their  demand  for 
coin  tends  to  remain  normal,  and  such  normal 
demand  the  banks  can  readily  meet.  Of  course 
a plan  of  this  sort  could  not  provide  safety  for 
a bank  that  tied  up  its  funds  in  risky  loans,  but 
no  legal  enactment  or  restriction  can  give  men 
good  judgment.  What  is  needed,  is  provision 
that  the  careful,  prudent  man  in  the  community 
will  not  be  sacrificed.  Just  such  an  arrangement 
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is  in  vogue  today  in  the  principal  civilized  coun- 
tries outside  of  the  United  States.  There,  the 
central  banks  possess  a large  cash  reserve  which 
is  intended  and  used  as  a cash  reserve  for  the 
entire  country.  The  other  banks  and  their  de- 
positors know  that  they  may  rely  upon  this  re- 
serve, so  it  is  rarely  drawn  upon  to  any  abnormal 
extent,  and  hence  there  is  no  occasion  for  panic. 

We  now  come  to  a consideration  of  bank  loans, 
the  variation  in  demand  from  time  to  time,  the 
lack  of  provision  for  meeting  this  variation,  as 
it  normally  occurs  throughout  the  year,  and  for 
the  extraordinary  requirements  of  critical  periods. 
One  illustration  of  the  normal  variation  is  found 
in  those  parts  of  the  country  where  the  main 
business  is  based  upon  the  production  of  some 
one  great  commodity,  such  as  cotton  in  the  South, 
wheat  in  wheat-growing  states,  etc.  These 
commodities  are  ready  for  market  at  a certain 
time  each  year,  producing  a heavy  demand  for 
funds  just  then  and  totally  destroying  any  reg- 
ularity in  the  relation  between  the  volume  of 
bank  deposits  and  the  volume  of  demands  for 
loans.  During  another  part  of  the  year,  deposits 
greatly  preponderate,  producing  an  excess  of 
funds  for  which  there  is  no  local  demand.  The 
former  condition  is  at  present  met  by  advances 
from  banks  in  the  reserve  cities.  These  are  based 
upon  such  collateral  as  the  country  banks  can 
give,  which  generally  means  that  the  city  banker 
must  rely  upon  his  impression  of  the  credit  stand- 
ing and  ability  of  a banker  many  miles  distant; 
some  losses  are  incurred  and  often  the  loans  are 
made  to  bear  full  rates  of  interest,  to  which  the 
local  bank  would  add  something  for  its  own  ex- 
penses, thus  taxing  the  borrower  a high  rate.  At 
the  other  period  of  the  year,  when  local  funds  are 
redundant,  they  are  forwarded  to  the  central  city 
and  invested  temporarily  in  such  paper  as  the 
city  banker  buys  for  himself.  Thus,  the  excess 
of  supply  at  one  period  of  the  year  and  the  excess 
of  demand  at  the  other,  are  cared  for  somewhat 
awkwardly  and  expensively  through  the  inter- 
relations of  the  city  and  country  banks.  This 
awkwardness  and  friction  do  not  constitute  the 
whole  difficulty.  During  the  season  of  redundant 
supplies  of  money,  the  local  banker  has  applica- 
tions for  all  sorts  of  longwinded  loans,  loans 
directly  or  indirectly  on  real  estate,  mortgages 
or  new  enterprises,  many  of  which  aim  doubtless 
at  the  general  welfare  of  the  local  community 
but  are  cases  for  the  attention  of  capitalists 
dealing  with  their  own  funds,  not  of  bankers 
working  on  the  demand  deposits  of  others. 


Nevertheless,  idle  funds  tempt  the  banker  to 
advance  in  these  ways.  He  is  under  the  pressure 
of  insistent  borrowers,  of  booming  promoters; 
his  own  directors,  who  are  likely  to  be  repre- 
sentative business  men  of  the  locality,  are  inter- 
ested in  the  progress  of  the  town  rather  than  in 
fine-spun  theories  of  banking.  His  relations  with 
his  city  correspondent  might  be  a safeguard,  but 
the  distance  may  be  great,  the  city  banker's  ig- 
norance or  apparent  ignorance  of  local  conditions 
even  greater.  The  result  of  all  this  evidently 
tends  to  be,  that  each  year  sees  the  redundant 
period  locking  up  more  and  more  funds  in  long 
time  advances  on  the  part  of  the  country  banks, 
a progress  mitigated  only  by  occasional  freshets 
©f  repayments  produced  by  abnormally  large 
crops. 

Another  instance  of  variation  in  demand  for 
bank  loans  is  the  commercial  crisis  in  all  its 
stages,  from  the  gradually  increasing  calls  upon 
the  banks  as  business  becomes  more  and  more 
active  to  the  moment  of  acute  pressure,  followed 
by  the  lack  of  demand  during  the  subsequent 
depression. 

Aside  from  these  familiar  forms,  there  are  oc- 
casionally special  instances  of  abnormal  but  nec- 
essary calls  on  the  part  of  depositors.  An  ex- 
ample near  at  hand  was  furnished  in  the  State 
of  Nevada  when  mining  speculation  fell  oflt  in 
1907.  The  output  of  the  producing  mines  de- 
clined, there  was  a general  movement  of  popula- 
tion away  from  the  mining  region,  and  from  the 
cities  and  towns  dealing  in  supplies.  As  activity 
subsided,  bank  deposits  were  withdrawn;  as  peo- 
ple left  the  country  they  took  with  them  their 
cash  means.  Unable  to  stand  the  drain  upon 
their  resources,  many  local  banks  suspended. 
Those  that  remained  suffered  a heavy  withdrawal 
of  deposits,  equal  in  some  cases  to  50  per  cent. 
Legal  reserves  of  6 per  cent  or  15  per  cent  were 
of  little  avail  under  such  circumstances,  wherein 
their  cash  melted  away  and  it  became  a matter 
of  life  or  death  with  them  to  be  able  to  replenish 
their  reserves.  They  found  that  they  could  not 
collect  their  loans.  The  borrowers  in  their  terri- 
tory, though  ultimately  solvent,  were  least  of  all 
able  to  repay  in  such  an  emergency,  and  so  the 
banks  were  driven  to  borrow  from  distant  banks, 
involving  later,  for  the  whole  community,  a long 
and  slow  process  of  liquidation. 

The  maxim  is  that  the  banker  should  give  only 
that  sort  of  credit  which  he  receives;  if  he  accepts 
deposits  payable  on  demand,  he  should  put  out 
the  funds  only  where  they  will  be  subject  in  turn 
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to  his  demand.  Now,  it  is  manifestly  impossible  or  ninety  days,  on  houses  or  banks  of  the  highest 
for  the  banker  to  accommodate  his  borrowing  responsibility.  These  bills  are  accepted,  are  dis- 

customers  on  terms  which  would  require  the  bor-  counted  at  fine  rates  by  the  various  banks,  and 

rower  to  keep  these  funds  in  such  form  as  to  the  latter  carry  the  loans  in  their  portfolios  as 

enable  him  to  repay  immediately  whenever  the  long  as  their  business  convenience  may  dictate 

bank  should  call  upon  him.  In  fact  the  borrower  up  to  maturity,  with  the  knowledge  that  they  may 
needs  the  amount  of  his  loan  until  the  completion  at  any  moment  resell  or  rediscount  them  in  the 
of  the  operation  for  which  the  advance  was  made.  open  market.  In  other  words,  an  effective  credit 
And  he  cannot  pay  till  then  and  so,  m this  coun-  market  is  made  possible  by  establishing  a stand- 
try,  with  few  exceptions,  we  find  that  a bank’s  ard  for  the  credit  bought  and  sold  therein  Here 
loans  are,  for  the  time  being,  a lock-up  of  just  buyers  and  sellers  compete  daily  and  the  result- 
so  much  capital.  This  is  evident  with  advances  ing  quotations  (i.  e.,  discount  rates)  are  reliable 
on  real  estate,  other  fixed  assets  or  inchoate  en-  inasmuch  as  business  is  done  and  more  may  be 
terprises,  but  it  holds  equally  in  the  case  of  the  done  at  those  rates  or  at  a fractional  concession 
most  liquid  loans— until  they  mature  and  are  A large  factor  in  this  open  discount  market  is 
repaid,  the  funds  are  entirely  unavailable  to  the  the  Central  Bank,  which  stands  ready  at  any  time 
bank^  This  throws  the  margin  of  fluctuating  de-  to  buy,  at  its  published  rate,  such  bills  as  may  be 
mands  upon  the  cash  reserve.  But  a bank’s  cash  offered.  During  normal  periods,  other  bankers 
IS  merely  till-money,  an  amount  not  greatly  ex-  and  discount  houses  compete  for  the  bills,  buying 
ceeding  a reasonable  expectation  of  daily  needs.  them  at  a rate  somewhat  under  that  of  the  Cen- 
When  cash  is  withdrawn  it  must  be  replaced  and  tral  Bank. 

for  this  the  bank  can  have  recourse  only  to  its  Congressman  Vreeland  recently  stated  in  his 
cans.  What  can  be  done  to  meet  the  conditions  speech  on  this  subject,  that  a few  years  ago 
ustrated  above?  viz.:  while  in  Europe,  he  called  upon  the  Governor  of 

1st.  The  seasonal  fluctuations  in  deposits  and  Credit  Lyonnais,  Paris,  and  in  conversation  with 
loans  respectively,  which  destroy  any  relation  him  learned  that  the  bank  at  the  time  held  de- 
between  the  two;  the  deposits  falling  off  posits  of  about  $400,000,000.  He  asked  what  cash 
indeed  at  the  time  loans  are  expanding,  and  reserve  they  had.  "Oh,”  said  the  Governor,  "in 
vice  versa;  our  own  vaults  we  have  2 or  per  cent,  but  if 

^na.  crises  that  may  come,  and,  according  to  we  include  our  balances  at  the  Bank  of  France  it 
experience,  will  come,  and  often  quite  unex-  would  probably  raise  our  reserve  to  about  S per 

, ^ I ^®ht.  Mr.  Vreeland  asked  the  Governor  how  he 

3rd.  Great  basic  movements  that  may  occur  in  could  possibly  rest  easy  with  such  a trifling  re- 

underlying  trade  and  business  conditions,  serve  against  such  tremendous  deposit  liabilities- 
often  unobserved  until  they  have  made  con-  he  asked  if  the  French  people  possessed  such 
siderable  progress.  equanimity  that  they  were  not  liable  to  become 

These  thinp  illustrate  but  do  not  exhaust  the  excited  and  suddenly  call  upon  the  bank  for  large 

< vils  arising  from  the  -inflexibility  of  our  banking  amounts.  The  Governor  smiled  and  said;  "The 
1 pwer  in  the  midst  of  complicated  business  activ-  French  are  reputed  to  be  the  most  excitable  peo- 
I y.  They  are  not  necessary  evils,  but  can  be  miti-  pie  in  the  world,  but  we  could  go  to  our  port- 
( ated  or  removed  by  proper  system.  Having  folios  and  take  out  prime  bills  to  the  extent  of 

< iscussed  two  measures  of  reform,  an  elastic  cir-  say  $100,000,000,  or  even  $150,000,000,  present 
« Jlation  and  a common  cash  reserve,  let  us  now  them  for  rediscount  at  the  Bank  of  France,  and 

< Jnsider  a third  one— an  open  discount  market.  at  once  obtain  bank  notes.”  Here,  then,  was  the 

In  the  principal  countries  of  Europe,  the  finest  situation— the  Credit  Lyonnais  had  on  hand  say 
e f bank  loans  and  investment  are  carried  in  the  $10,000,000  in  money;  it  had  in  the  Bank  of 

F'^ance  payable  on  demand,  say  $10,000,000  more, 
c illed  prime  bills  are,  in  their  essence,  no  more  The  remainder  of  its  funds  was  loaned  out  to 
t loroughly  secured  than  the  better  class  of  bank  business  men,  supporting  the  industry  of  the 
a Ivances  in  this  country,  based  as  both  are  on  country.  But  these  loans  were  so  classified  that 
c .nsumable  commo^ties  on  their  road  to  con-  the  best  of  them  were  made  available  for  redis- 
simption.  But  in  Europe  transactions  in  such  count  at  the  Central  Bank  and  thus  could  be 
c immodities  are  financed,  that  is  the  payments  utilized  as  a genuine  reserve,  ready  at  all  times 
a e made,  by  bills  drawn  at  short  time,  say  sixty  | for  emergencies.  In  this  illustration  the  Credit 
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Lyonnais  could  add  at  will  to  its  $20,000,000  cash, 
a credit  of  $150,000,000  through  rediscounts,  an 
expansion  of  over  700  per  cent.  In  France  all  the 
banks  are  in  this  situation.  In  Germany,  it  is  the 
same.  In  actual  practice,  the  Credit  Lyonnais 
would  not  suddenly  thrust  on  the  Bank  of  France 
$150,000,000  in  bills  for  rediscount.  With  the 
first  evidence  of  a special  demand  for  funds,  it 
would  curtail  its  purchases  of  new  bills,  then  it 
would  rediscount  a moderate  amount  of  its  bills 
with  the  Bank  of  France,  and  if  the  pressure 
grew,  would  gradually  call  for  more  rediscounts. 
Meanwhile,  other  banks  in  France  would  be 
doing  the  same  thing.  The  Bank  of  France 
would  find  itself  confronted  by  an  unusual  de- 
mand for  rediscounts.  At  some  point  in  the 
progress  of  this  demand  it  would  begin  raising 
its  discount  rates.  The  effect  of  this  would  be 
felt  through  all  financial  institutions  in  France, 
and  would  tend  to  moderate  some  part  of  the 
demand  of  borrowers.  It  w’ould  also  tend  to 
make  Paris  a more  favorable  market  for  foreign- 
ers to  lend  in,  and  a more  unfavorable  one  in 
which  to  borrow,  and  this  would  result  in  the 
course  of  exchange  from  other  countries  tending 
towards  Paris.  Long  before  an  acute  situation 
could  arise,  the  rates  would  have  gone  up  mate- 
rially, and,  according  to  all  experience,  this  would 
be  sufficient  to  check  such  a situation.  Paris  has 
not  suffered  from  a money  panic  for  many  years, 
not  even  when  invaded  by  the  Germans  in  1871, 
nor  when  confronted  with  the  need  of  raising  a 
billion  dollars  indemnity  for  Germany.  The  rea- 
son for  this  is  apparent.  The  French  people 
know  that  there  is  no  need  on  their  part  for 
hoarding  money.  The  supply  will  not  give  out, 
since  there  is  no  practical  limit  to  the  issues  of 
the  Bank  of  France,  and,  therefore,  however  ex- 
citable they  might  be  temperamentally,  they 
would  not  be  disposed  to  draw  money  from  their 
banks  except  in  accordance  with  their  actual 
needs.  Similarly  the  various  private  banks 
throughout  the  country  would  not  find  it  neces- 
sary to  hoard  money  in  their  cash  reserves;  they 
would  not  even  rediscount  their  bills  at  the  Bank 
of  France  unless  actuallly  confronted  with  a 
present  need  for  cash,  because  they  would  know 
that  that  facility  w'ould  always  be  open  to  them, 
that  there  would  be  as  much  elasticity  in  the 
circulating  medium  as  the  occasion  might  require. 
A large  part  of  the  assets  of  a well-governed 
banking  institution  of  England,  France,  or  Ger- 
many is  invested  in  bills  of  this  character,  payable 
at  points  within  the  country,  and  also  at  points 
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outside  of  the  country,  the  greatest  market  of  all 
being,  of  course,  London  itself.  These  bills  con- 
stitute a real  reserve,  and,  therefore,  the  banks 
normally  seek  to  arrange  advances  to  borrowers, 
so  that  the  resulting  instruments  shall  be  of  such 
a character  as  to  be  rediscountable  in  the  open 
market  and  at  the  Central  Bank.  From  this  sys- 
tem several  important  results  flow: — 

1st.  The  banks  tend  to  be  kept  in  a liquid  con- 
dition through  the  possession  of  assets  practically 
available  upon  demand  by  the  simple  process  of 
rediscounting.  2nd.  They  are  impelled  to  ob- 
serve the  rules  of  sound  banking  by  discriminat- 
ing in  making  their  advances,  between  those 
based  upon  commercial  transactions,  that  is  upon 
the  production  or  exchange  of  commodities,  and 
those  upon  land  or  other  fixed  capital.  3rd.  The 
influence  so  exerted  upon  the  banks  is  felt  as  a 
tonic  throughout  the  community.  Each  proposed 
investment  of  capital  tends  to  be  recognized  and 
classified  as  liquid  or  non-liquid,  as  bankable  or 
non-bankable,  as  containing  a greater  or  less  de- 
gree of  speculative  element.  All  this  tends  to 
better  foresight  through  a clearer  recognition  of 
underlying  facts  and  thus  to  keep  the  public  solv- 
ent, to  lessen  bad  credits,  to  curtail  unwise  risks. 

The  advantage  thus  possessed  by  these  other 
countries  arises  from  no  inherent  superiority  in 
them  or  in  their  people,  but  from  the  advanced 
methods,  which  is  the  course  of  evolution  they 
have  adopted.  In  safety  and  convenience  they 
equal  our  own  but,  in  addition,  their  system  has 
a flexibility  adapted  to  the  fluctuating  require- 
ments of  everyday  life  and  to  those  larger 
changes  and  variations,  which  occur  through  the 
period  of  years  constituting  the  crisis  cycle. 
They  have  their  great  seasonal  fluctuations.  They 
have  their  periodical  crises,  but  in  their  case  these 
are  met  by  an  elasticity  in  money  circulation  and 
in  banking  credit  that  insures  to  every  sound 
person  at  all  times  an  adequate  supply  of  means 
of  payment.  In  all  civilized  countries  today,  busi- 
ness is  carried  on  in  much  the  same  manner. 
The  progress  of  the  arts  is  fairly  uniform,  and 
therefore  the  various  countries  may  look  upon 
the  experiences  of  one  another  as  having  a prob- 
able bearing  on  their  own  policy.  When  we  see 
the  suffering  in  this  country  entailed  by  such 
conditions  as  existed  in  1907,  1893,  and  1873, 
and  realize  that  in  the  light  of  experience  of 
other  countries  these  things  are  apparently  not 
necessary,  that  they  may  be  avoided  by  proper 
arrangements  in  money  and  banking,  we  must 
conclude  that  the  fault  is  ours  and  may  be  rem- 
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edied  here  as  there  by  adopting  suitable  methods. 
“What  changes  should  be  introduced?"  is  obviously 
the  Question  for  us  now.  For  nearly  four  years 
the  Monetary  Commission  of  Congress  has  been 
investigating  this  subject  throughout  this  country 
and  abroad.  It  has  gathered  from  many  sources 
evidence  bearing  upon  the  various  phases  of  the 
question.  The  net  results  are  epitomized  in  a 
plan  tentatively  put  out  by  the  Chairman  of  the 
Commission.  This  plan  is  now  being  discussed 
throughout  the  country. 

In  proposing  the  formation  of  the  National 
Reserve  Association,  the  Chairman  of  the  Mone- 
tary Commission  appears  to  provide  for  the  main 
evils  and  deficiencies  of  our  monetary  and  bank- 
ing systems.  As  a whole,  the  provisions  consti- 
tute a most  ingenious  adaptation  to  our  needs  of 
the  experiences  of  the  principal  foreign  countries. 
They  avoid  the  evils  of  a Government  Bank,  of 
extreme  centralization,  and  of  political  or  oli- 
garchical control. 

First  of  all  in  importance  is,  perhaps,  the  estab- 
lishment of  a real,  definite  central  reserve.  The 
banks  will  normally  carry  a large  part  of  their 
own  reserves  on  deposit  with  the  reserve  asso- 
ciation; the  Government  will  keep  its  deposit 
balances  there;  the  reserve  association  will  have 
its  own  cash  capital  of  $150,000,000.  This  will 
aggregate  very  large  sums  of  gold,  forming  an 
important  part  of  the  gold  stock  of  the  entire 
world.  Each  bank  will  aim  to  keep  its  deposit  at 
the  reserve  association  at  as  high  a figure  as 
possible,  because  its  rediscounting  facilities  may 
be  proportioned  to  the  volume  of  its  deposit  ac- 
count there;  it  will  draw  from  the  Association 
only  what  is  required  by  its  day-to-day  needs, 
and  as  soon  as  funds  so  drawn  have  served  their 
purpose,  they  will  flow  back  to  the  reserve  asso- 
ciation. A great  measure  of  elasticity  would  thus 
be  furnished  without  any  note  issue,  but  with 
the  privilege  of  issuing  circulation,  the  Associa- 
tion will  be  able  to  take  care  of  any  conceivable 
demand  that  may  be  made  upon  it.  As  long  as 
1 bank  is  solvent,  as  long  as  it  has  prime  notes 
\nd  bills  in  its  portfolio,  it  can  always  go  to  the 
-eserve  association  for  rediscount.  Doubtless 
f bankers  err  in  judgment,  making  bad  loans  and 
nvestments,  nothing  can  save  their  stockholders 
■rom  loss.  But  such  loss  and  trouble  would  be 
ronfined  to  the  particular  sinner.  The  banks, 
hcrefore,  would  have  the  same  incentive  then  as 
low  for  conducting  their  affairs  judiciously.  And 
here  will  be  an  additional  safeguard — the  activity 
)f  the  reserve  association  in  discriminating  in 


favor  of  prime  bills  and  the  best  of  bankable 
paper  will  exert  a pressure  upon  bankers  in  favor 
of  the  best  and  most  legitimate  commercial  trans- 
actions. Bank  depositors  would  have  no  occasion 
to  withdraw  their  funds  through  fear  that  the 
stock  of  money  might  not  hold  out.  Business 
men  dealing  with  responsible  banks  need  never 
have  the  apprehension  that  they  will  be  unable 
to  get  their  usual  accommodation.  In  short,  the 
conditions  which  the  people  of  France  and  Ger- 
many have  enjoyed  these  many  years,  will  be 
reproduced  in  this  country.  The  circulation 
authorized  would  be  safe  as  well  as  elastic.  Cov- 
ered by  gold  to  the  extent  of  at  least  one-third, 
the  remaining  two-thirds  would  be  commercial 
paper  of  the  finest  character.  The  short  maturity 
of  this  paper  would  ensure  its  soundness,  as  the 
losses  on  investments  of  this  kind  are  practically 
negligible.  The  loans  would  be  selected  first  by 
the  individual  bank  and  then  rediscounted  with 
the  reserve  association  with  the  bank’s  endorse- 
ment. The  paper  would  thus  be  subject  to  two 
independent  inspections,  and  if  not  absolutely 
prime,  would  be  rejected.  The  circulating  notes 
would  thus  be  founded  upon  the  highest  credit, 
the  same  as  those  of  the  Bank  of  France  and  the 
Reichsbank,  whose  issues  are  never  doubted. 

The  provision  that  National  Banks  may  accept 
bills  arising  from  commercial  transactions  should 
establish  a standard  order  of  prime  bills  which 
would  be  bought  and  sold,  discounted  and  redis- 
counted freely  at  all  times.  Today,  a bank  will  prob- 
ably have  little  in  its  assets  immediately  available 
beyond  its  cash  balances  at  home  and  with  other 
banks.  Under  the  new  system,  a large  and  grow- 
ing portion  of  its  means  would  be  invested  in 
these  prime  bills,  and  hence  easily  available  when 
needed.  We  can  expect  to  see  the  gradual 
growth  of  a real  open  discount  market,  similar 
to  that  in  London.  This  would  naturally  begin 
in  New  York  City,  but  would  in  time  spread  more 
or  less  to  other  points.  In  such  a market,  bills 
of  the  first  quality  would  be  bought  and  sold 
daily  at  fine  rates  of  discount;  the  fluctuation  in 
which  rates  would  constitute  a reliable  index  of 
demand  and  supply  relating  to  loanable  funds, 
and  hence  of  the  financial  state  of  the  country. 
In  the  plan  no  place  is  provided  for  financing 
speculation  in  stocks  and  bonds;  nor  for  the  ex- 
ploitation of  new  enterprises;  nor  for  the  invest- 
ment of  fixed  capital.  All  these  activities  would 
go  on  as  heretofore,  taxing  men's  judgment  and 
foresight;  but  the  country  could  not  fail  to  be 
benefited  by  the  clearer  definition  of  the  line 
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between  such  finance  and  the  primary  function  of 
the  banks,  that  of  maintaining  liquid  conditions. 

The  fear  that  the  association  might  fall  under 
the  control  of  politicians  or  of  private  greed  can 
be  shown  to  be  groundless.  The  capital  stock  is 
to  be  held  by  all  the  banks  in  the  country  fn  pro- 
portion to  size.  As  it  cannot  be  transferred  or 
sold,  nor  can  it  be  voted  by  proxy,  it  is  evident 
that  no  one  could  gain  control  of  the  capital 
stock.  The  directors  are  drawn  from  every  part 
of  the  country,  each  district  being  fully  repre- 
sented. There  will  be  bankers  on  the  board,  busi- 
ness men  other  than  bankers,  and  four  Gov'ern- 
ment  officials.  The  checks  and  balances  seem  to 
be  remarkably  complete.  But  a greater  safeguard 
yet  remains.  There  would  be  no  conceivable 
advantage  in  obtaining  control.  Politicians  or 
Wall  Street  in  control  w'ould  merely  have  the 
privilege  of  drawing  a maximum  income  of  5 
per  cent  from  the  investment,  of  rediscounting 
bills  having  not  more  than  twenty-eight  days  to 
run,  with  the  endorsement  of  a subscribing  bank 
and  at  the  published  rate  of  discount.  All  of  which 
privileges  would  be  shared  by  every  other  sub- 
scribing bank,  and  could  be  enjoyed  by  these 
very  interests,  just  as  easily  without  as  w*ith  con- 
trol. So  we  have  not  only  a form  of  organiza- 
tion avoiding  the  domination  or  influence  of  any 
interest  whatever,  but  the  additional  protection 
that  the  association's  activities  are  limited  to 
operations  which  could  give  no  advantage  to  any- 
one who  should  secure  larger  control. 

Another  objection  is  that  the  plan  is  said  to 
be  advantageous  to  the  banks  in  giving  them 
certain  privileges,  etc.  But  existing  banks  have 
no  exclusive  rights  or  interest  in  the  association. 
Anyone  could  enter  the  banking  business  then  as 
now,  as  special  provision  is  made  for  the  ad- 
mission of  new  institutions.  The  plan  promises 
nothing  beneficial  to  the  banks  in  any  sense  in 
which  the  public  does  not  share.  If  it  does,  others 
will  come  in  and  so  competition  soon  reduces 
the  profits  to  the  level  of  other  lines  of  industry. 

For  the  fear  that  the  banks  could  exert  undue 
control  or  influence  over  the  people,  there  is  no 
foundation.  No  change  is  contemplated  in  the 
relations  between  the  banks  and  their  customers, 
whether  depositors  or  borrowers.  The  manage- 
ment of  each  bank  will  determine,  as  heretofore, 
the  propriety  of  various  lines  of  business  pro- 
posed, and  will  agree  wuth  the  customer  on  terms. 
The  only  modification  of  these  relations  would  be 
to  remove  from  the  bank,  and  therefore  from  the 
customer,  the  fear  of  conditions  not  due  to  the 


immediate  transaction  in  hand.  The  plan  pro- 
vides for  no  banking  trusts,  no  understanding  be- 
tween banks  as  to  rates  or  terms.  On  the  con- 
trary, the  business  would  be  more  open  to  com- 
petition than  ever,  since  the  reserve  association 
would  afford  the  same  facilities  to  all  banks, 
great  and  small.  In  fact,  the  reserve  association 
w'ould  be  of  distinct  benefit  to  small  banks,  in 
giving  them  access  to  as  much  capital  as  they 
could  properly  use,  while  these  banks  retained 
the  advantages  peculiar  to  small  institutions,  such 
as  the  special  intimacy  of  their  relations  with 
their  customers.  It  might  also  help  the  small 
bank  to  be  sound  and  well  managed,  through  the 
friendly  advice  of  highly  paid  e.xperts  in  banking, 
the  directors  of  the  local  branch  of  the  National 
Reserve  Association.  This  promotion  of  the  in- 
terests and  improvement  in  the  quality  of  the 
smaller  institutions  should  be  a substantial  service 
to  all  the  community. 

In  some  quarters  there  has  been  expressed  a 
fear  of  over-expansion  of  bank  credits.  It  is 
said  that  banks  might  make  loans  and  then  use 
the  credit  instruments  representing  such  loans  to 
raise  further  funds  from  the  reserve  association, 
thus  piling  up  credits  upon  credits.  The  pro- 
visions of  the  plan  cover  this  objection.  The  ad- 
vances of  the  reserve  association  are  restricted 
to  commercial  loans,  that  is,  those  based  upon 
consumable  products,  and  these  limit  themselves 
to  the  actual  needs  of  business.  Furthermore,  as 
the  association’s  facilities  are  confined  to  very 
short  time  paper,  there  would  be  no  opportunity 
to  pile  credits  on  other  credits,  which  must  be 
canceled  through  payment  at  so  early  a date.  In 
addition,  the  management  of  the  reserve  asso- 
ciation will  receive  reports  of  the  condition  and 
policy  of  each  bank,  and  be  therefore  in  a position 
to  become  acquainted  with  any  abuses  of  credit, 
and  to  hold  them  in  check. 

A final  objection  is  that  based  upon  the  adop- 
tion, in  this  widespread  country,  at  one  moment 
of  time,  of  so  comprehensive  a plan.  Conserva- 
tive men  would  always  hesitate  at  untried  experi- 
ments, but  this  one  is  not  untried,  for  in  its  es- 
sence it  has  the  sanction  of  long  and  successful 
use  in  other  countries.  Furthermore,  the  foreign 
banking  systems  were  each  established  practically 
by  a single  act.  We  can  cite  the  foundation  of 
the  Bank  of  France  by  Napoleon;  of  the  Bank  of 
England  in  1694,  and  its  reform  in  1844;  of  the 
Reichsbank  in  the  70’s,  and  the  more  recent  in- 
stallation of  banking  systems  in  Japan,  Switzer- 
land, and  Italy.  In  each  case  the  new  plan 
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involved  the  adoption  of  a thorough-going  reform,  of  recurring  money  panics.  This  paper  has 

successful.  attempted  to  depict  some  of  the  conditions 

This,  then,  is  a plan  for  reforming  our  banking  which  cry  for  reform,  conditions  which  are 
and  currency.  We  know  that  change  is  sorely  not  always  understood,  although  many  of  us 
needed.  The  plan  may  be  less  than  ideally  per-  are  acquainted  with  certain  aspects  of  them 
feet,  but  “nothing  venture,  nothing  have.'*  Doubt-  They  are  not  mere  details  of  the  banking  busi- 
less  some  of  the  details  will  be  subject  to  further  ness  in  which  the  general  public  has  only  an 
investigation  and  debate.  It  secures  the  essen-  academic  interest.  To  the  banker  they  come 
Uals,  however,  a common  reserve  of  the  circulat-  home  with  a particular  force  because  they  relate 
mg  medium,  an  elastic  currency,  an  open  dis-  to  his  profession,  entailing  a responsibility  much 
count  market.  It  avoids  political  domination  and  as  that  of  a board  of  health  for  public  hygiene 
private  control.  It  does  not  interfere  with  the  But  his  own  interests  are  affected  less  perhaps 
relations  existing  between  individuals  and  their  than  those  of  the  business  man,  whose  enterprises 
anks  It  confers  no  special  privileges.  Inci-  are  endangered  by  the  occasional  breaking  down 
dentally  it  will  save  the  Government  the  enorm-  of  banking  and  finance;  the  professional  man, 
ous  expense  of  carrying  on  the  Sub-Treasury  the  success  of  whose  activities  requires  prosperity 
System  and  in  doing  so,  will  minimize  the  finan-  among  the  masses;  and  most  of  all,  the  wage- 
:ial  disturbance  accompanying  the  collection  and  earner,  whose  welfare  directly  depends  upon  con- 
iisbursement  of  the  public  revenue.  It  will  not  tinned  employment.  In  short,  the  whole  com- 
preyent  commercial  crises  but  should  moderate  munity  is  vitally  concerned  in  the  prompt  and 
their  effects,  and  should  rid  us  of  the  disgrace  correct  solution  of  the  problem. 
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